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Large Opportunities for Small Firms
Although the Sarbanes-Oxley Act of2002

•

will need accounting assistance for projects that their

has restricted the services that some CPA firms

auditors can no longer perform for them, such as cash

can provide, it has also created opportunities

reconciliations, intercompany account reconciliations,

for firms ofall sizes in all areas of expertise.

and depreciation schedules.

Here’s some guidance offered by two practitioners

•

Business valuation. In addition to the appraisals that

companies normally need for various business reasons,

whose firms have positioned themselves to seize

Financial Accounting Standards Board (FASB)

such opportunities.

Statements of Financial Accounting Standards No.

141, Business Combinations, and No. 142, Goodwill and
Other Intangible Assets, both carry new valuation require

Although the Sarbanes-Oxley Act of 2002

ments that will spur demand for further

has changed the landscape for
many corporations and their

By Anita Dennis

small firms with valuation practices can position

be unaware of the opportunities it has created for small

themselves to serve this market.

firms. If your market area is home to public companies,
your firm may be in line to benefit. This article, based

services. Since a public company’s audit

firm can’t perform these engagements,

auditors, some practitioners may

•

Tax. Small firms may be called on to perform tax

on an interview with Richard Caturano, CPA, president

work for company executives and assist with projects

of Vitale, Caturano & Company in Boston; and David

such as corporate tax accruals.

Morgan, CPA, co-managing partner of Lattimore Black

Beyond fueling the need for these specialized engage

Morgan & Cain in Nashville, tells what small practitioners

ments, the act has also expanded the demand for services

need to know to position themselves to serve this

in general because of new audit and reporting require

expanding market.

ments and tight deadlines. If large national firms focus

Services needed

decide that they are not able to service nonpublic clients,

The Sarbanes-Oxley Act has generated demand for compli

for example, in the timeframe that the work needs to be

ance work related directly to the act’s requirements; for

done,” Morgan says.

their resources on public company clients, “they may

other services that auditors can no longer offer to audit

That creates an excellent opportunity for small firms.

clients; and for engagements for smaller clients that larger

“The work is moving downstream at a tremendous rate,”

firms may no longer choose to offer.

Caturano says. National firms will likely turn to midsized

•

Section 404 compliance. The act’s Section 404 focuses

on companies’ internal controls and financial reporting
procedures. Auditors cannot help their clients with
much of the compliance work that the section requires.

May 2004

Audit working paper preparation. Many companies

Consequently, a second CPA firm will be needed for

these services. Morgan notes that such engagements are
excellent ones to schedule during a firm’s nonpeak

period as a way to balance the workload.

firms for help with engagements or as places to refer some

clients, and midsized firms in turn will pass on some of
their work to smaller practices.

A checklist for growth
Based on advice from Caturano and Morgan, here’s a
checklist of steps that small firms can take to position
themselves to benefit from these emerging opportunities:

•

Audit Quality
Center Launched

Determine which public companies are located in your

market and what services they may need that their audit
firms will no longer provide.
•

Find out which large audit firms in the area may be seeking

•

Decide which market segment your firm is best suited for:

other CPA firms to which they can refer some projects.
compliance work; engagements that auditors can no longer

•

The AICPA launched the Audit Quality Center

offer; or services for smaller clients that larger firms may

for Benefit Plan Audits, the second of three

be shedding.

audit quality centers slated to open this year..

Consider whether your firm has the proper expertise and

resources for the new engagements. If not, will you need to

efforts, Caturano’s firm mem
bers met with the partners of

Fall 2003 meeting, the Institute has moved ahead with creating

local national firm offices to

three new audit quality centers focusing on areas of critical impor

through further training and education?
•

Centers launched in recent months, is now accepting

As part of its marketing

The Practicing CPA encourages readers to write
letters on practice management and on published

articles. Please remember to include your name and
telephone and fax numbers. Send your letters by

e-mail to pcpa@aicpa.org.

CPA firms that audit employee benefit plans. The

Center, the second of three AICPA Audit Quality

Put together a marketing strategy.

Letters to the Editor

he AICPA has formed an Audit Quality Center for

T

add new staff? Or can you enhance existing capabilities

member applications.

Following approval by the AICPA Governing Council at its

introduce their services and

tance to the public interest: public companies, employee benefit

capabilities. In addition, the

plans, and governmental entities. In November 2003, the

firm sent local public company

Institute began defining aspects of the new Employee Benefit

CEOs and CFOs a pair of

Plan Audit Quality Center by forming an Executive Committee

binoculars

imprinted

with

the firm’s logo. A cover letter

described the firm and its services, urging the reader to “take a

appointed by Chairman S. Scott Voynich. Center membership
requirements were established by the Committee and the Board of
Directors in February 2004.

closer look at us.”
Morgan’s firm worked to educate companies about the

Enhancing audit quality

practice and the act itself. When the firm sponsored a seminar on

According to Mr. Voynich, “The launch of the Employee Benefit

the Sarbanes-Oxley Act for CFOs, it expected 20 to 30 guests

Plan Audit Quality Center is intended to provide a forum that

but instead hosted 120. The firm had many CEOs and CFOs

spurs CPA firms performing audits to make immediate quality

among its income tax clients, so it aimed its initial marketing

improvements to employee benefit plan audits under the Employee

efforts at these existing clients.

Retirement Income Security Act (ERISA), including pension,
health and welfare, and 401(k) plans.” Voynich added, “In addition

Something for everyone

to gaining access to best practices, guidelines, and tools focused

The Sarbanes-Oxley Act and its impact have created opportunities

around quality improvement, members of the Center will be

for firms of all sizes and areas of expertise. For CPAs, it’s just a

subject to membership requirements that demonstrate the firm’s

matter of researching your market, determining what services are

commitment to audit quality in this area.”

needed, and positioning yourself to provide them.

The launching of the Employee Benefit Plan Audit Quality

Center in effect is a culmination of several efforts that the Institute,
Anita Dennis, a former managing editor of the Journal of

working closely with the U.S. Department of Labor (DOL), has put

Accountancy, is a freelance journalist who specializes in business

into place over the years. The need for improved quality of practice

topics.Look for further discussion of opportunities for smallfirms by Ms.

in this area has long been a subject of discussion between the

Dennis in theJune 2004 Journal of Accountancy.

Institute and the DOL.
“These Centers are intended to make a direct statement to

members of our profession about the importance of their audit
continued on page 5
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Professional Ethics
Issues: Comfort
Letter Requests
Many CPAs receive requests from lenders and
mortage brokers to attest to a client’s solvency.

these situations can place CPAs at risk in two ways. First, their

response must be in compliance with professional standards. If a
CPA points out to the broker that reporting on solvency in this

situation would be unethical or that a request requiring exam
ining a personal balance sheet and earnings forecast would be
expensive, the broker may exert pressure by threatening to
suggest that the client change CPAs.

A typical scenario in these situations is the following
described by Mr. Smith, “Today, when asked by a

mortgage broker for a letter, the request started

By Charles E. Landis, CPA

CPAs need to be careful to avoid the risks that

out very pleasantly. The broker wanted me to

may be associated with such requests.

predict the financial solvency of my client as a result of the loan.

When I explained that responding to the request was beyond the
ecently, AICPA members have contacted the

R

Institute to clarify their professional ethical obliga
tions when asked for “comfort letters” by lenders

scope of my license, the broker tried to convince me of the
simplicity of the letter. When that failed, he told me that his

lender received at least ten letters a day from CPAs who had no

problem helping their clients. I continued to resist. He then said

and mortgage brokers. Depending on how practi
that maybe my client should seek another CPA who wanted to
tioners respond to such requests, they may be at risk of failing to
help, and indicated that he was going to suggest that my client
comply with AICPA professional standards. In these situa
change. I remained determined not to provide the letter.”
tions, some CPAs may violate professional standards unknow
Mr. Smith worries about the liability risk for CPAs. He says,
ingly; others may cave in to brokers’ threats to undermine the
“Eventually a lender who has a large number of loans that default
CPA-client relationship. CPAs can deal ethically and effectively
may use a ‘shotgun approach’ and sue any CPA associated with a
with these situations if they are aware of and stick to their
comfort letter in a loan file.”
professional obligations.
CPAs can protect themselves against the risks associated with
Many CPAs think of a comfort letter as a letter from a CPA to
these situations, but first they must understand what is and is not
a company involved in a bond offering, an Initial Public Offering,
permissible. Attestation Interpretation 2 Responding to Requests for
or a stock placement, that allows the company to assure the
Reports on Matters Relating to Solvency (AT section 9101.23—.33)
underwriter concerning the offering document and the company’s
provides guidance to the practitioner when he or she receives such
financial reports. These letters are discussed in the AICPA’s
requests. Essentially, this interpretation states that a practitioner
Statement on Auditing Standards (SAS) No. 72, Letters to
should not provide any form of assurance relating to matters of
Underwriters and Certain Other Requesting Parties.
solvency, but there are services that the practitioner may perform.
The comfort letters at issue in recent inquiries are similar in
If a mortgage broker or lender really wants an attest report from a
intent. These letters are usually associated with stated income
CPA, then the CPA may audit, review or compile the personal
loans, which are mortgages that don’t require borrowers to docu
financial statements of the borrower, the CPA may report on pro
ment their income. Such loans usually are sought by borrowers
forma or prospective financial information of the borrower, or the
with income sources difficult to verify or whose income fluctuates
CPA may perform and provide to the client and lender an agreedfrom year to year. Self-employed people, individuals with invest
upon procedures report, as long as the agreed-upon procedures do
ment income, or with sales jobs of varying commissions often
not provide any assurance on matters relating to solvency. Brokers
apply for stated income loans. Lenders, lacking documentation to
tend to ask for as much assurance as they can get without under
support borrowers’ income claims, take on the risk that borrowers’
standing or knowing the cost or consequences. In my experience,
claims are inadequate. Because of the higher risk, lenders charge
typically, once I would call them with my client on the line, and
higher interest rates. To gain more comfort in extending loans,
explain to them the cost entailed, they would quickly back off their
some lenders look to borrowers’ CPAs for assurance about the
request. What my client and I would find is that what they’re
stated income amount.
really after is a simple letter from the CPA acknowledging that the
Some practitioners have noticed an uptick in requests from
income reported to the broker or lender is the amount that has
brokers for such letters. Lower interest rates probably have helped
been reported to the IRS on the tax return. Obviously, the client
create this uptick. Jonathan Smith, an Arvada, Colorado CPA,
would need to agree to have me send such a letter, but I would find
reports, “The frequency of requests over the last two years has
that an attestation or audit report was not really necessary.
accelerated to the point that I am receiving more than one such
The CPA avoids risk by sticking to his or her responsibility,
request a month.”
following professional standards and not caving in to

Responding to requests

undue pressure.

In an effort to minimize their risk, brokers typically ask CPAs to

vouch for their clients with a letter supporting clients’ claims

relating to income and their self-employment. When they arise,

Charles E. Landis, CPA, is AICPA Director of Auditing and

Accounting Standards.

May 2004 The Practicing CPA
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FYI

GAAS and
PCAOB Standards:
Applicability and
Integration

statements of public companies are now established by the

Here’s some guidance and resources to help practi

Audits of non-public companies remain governed by generally

tioners apply appropriate standards in engagements

accepted auditing standards as issued by the ASB.

PCPS, an alliance of the AICPA, represents more than

6,000 local and regional CPA firms. The goal of PCPS is

to provide member firms with up-to-date information,
advocacy, and solutions to challenges facing their
firms and the profession. Please call 1-800-CPA-FIRM

for more information.

Public Company Accounting Oversight Board (PCAOB).

for issuers and non-issuers, along with some
resources to help integrate the applicable standards.

The term “public companies,” as used above, actually
encompasses more entities than just public companies. To state
the authority of the PCAOB more precisely, the Act authorizes the

PCAOB to establish auditing and related attestation, quality

ICPA members who perform auditing and other

A

control, ethics, and independence standards to be used by

related professional services have been required to

registered public accounting firms in the preparation and issuance

comply with Statements on Auditing Standards

of audit reports for entities subject to the Act or the rules of the

(SASs) promulgated by the AICPA Auditing

Securities and Exchange Commission (SEC).

Accordingly,
public accounting firms registered with the
Standards Board (ASB).These standards constitute what
is

known as “generally accepted auditing standards” (GAAS). In

PCAOB are required to adhere to all PCAOB standards in the

the past, the ASB’s auditing standards have applied to audits of

audits of “issuers,” as defined by the Act, and other entities when

all entities. As a result of the passage of the

prescribed by the rules of the SEC (collectively referred to as

By Robert Durak, CPA

Sarbanes-Oxley Act of 2002 (Act), however,

“issuers”). Those entities not subject to the Act or the rules of the

auditing and related professional practice standards to be used

SEC (referred to as “nori-issuers”) must conduct the preparation

in the performance of and reporting on audits of the financial

and issuance of audit reports in accordance with standards
promulgated by the ASB.

Resources
Standards applicable to the audits of non-issuers

Codified GAAS and PCAOB Standards
in One Resource:

In 2003, with the formation of the PCAOB, the ASB was

The New AICPA Codification ofAuditing Standards

as a body with the authority to promulgate auditing, attestation,

In order to offer practitioners a seamless source of auditing

and quality control standards relating to the preparation and

reconstituted and its jurisdiction amended to recognize the ASB

standards applicable to non-issuers and those applicable

issuance of audit reports for non-issuers. Failure to follow ASB

to issuers, the new AICPA Codification of Auditing

standards in the audit of a non-issuer would be considered a

Standards (product number 057190) presents both GAAS

and PCAOB standards.

Differences between GAAS and

violation of Rule 201 and/or 202 of the AICPA’s Code of
Professional Conduct (AICPA Code).

PCAOB standards exist and additional differences may
develop. The Codification integrates both sets of standards.

Standards applicable to the audits of issuers

Furthermore, the Codification identifies for practitioners dif

Rule 3100 issued by the PCAOB generally requires all

ferences between GAAS and the PCAOB standards.

registered public accounting firms to adhere to the PCAOB’s

All Professional Standards in One Resource

standards in connection with the preparation or issuance of any

Moving beyond auditing standards, differences between

audit report on the financial statements of an issuer and in their

professional ethics, independence, and quality control

auditing and related attestation practices. Rule 3100 requires

standards applicable to non-issuers and those PCAOB

registered public accounting firms and their associated persons

standards applicable to issuers will also emerge. The

to comply with all applicable standards. Accordingly, if the

AICPA Professional Standards (product number 005104)

PCAOB’s standards do not apply to an engagement or other

will integrate both AICPA standards and PCAOB standards.

activity of the firm, Rule 3100, by its own terms, does not

So, whether you need engagement guidance for a non

apply to that engagement or activity.

issuer or engagement guidance for an issuer, the AICPA

Professional Standards is your one-stop resource for all

Compliance with standards applicable to the audits

your professional standards — auditing, attestation, inde

of issuers

pendence, ethics, quality control.

Any registered public accounting firm or person associated with
such a firm that fails to adhere to applicable PCAOB standards in
continued on next page
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Route To:

The Risk

Management
Provided by Aon Insurance Services

ARE SARBANES-OXLEY SECTION 404 CONSULTING SERVICES FOR YOU?
All publicly traded companies are subject to
compliance deadlines applicable to manage
ment reporting on internal controls over finan
cial reporting under the Sarbanes-Oxley Act of
2002 (“SOX”). Those deadlines are now right
around the comer.
Many companies are well on their way in
addressing SOX requirements. Of immediate
concern is the SOX Section 404 requirement
that public companies subject to the reporting
requirements of the Securities Exchange Act of
1934 (other than registered investment compa
nies) include in their annual reports a report of
management on the company’s internal controls
over financial reporting.

Companies meeting the definition of an “acceler
ated filer” in Exchange Act Rule 12b-2 (general
ly companies with $75 million or more in com
mon equity), other than foreign private issuers,
are required to comply for their fiscal years end
ing on or after November 15, 2004. All other
issuers (including small business issuers and for
eign private issuers) must comply for the fiscal
years ending on or after July 15, 2005.

Most companies meeting the “accelerated filer”
definition are making substantial progress in
meeting these requirements. However, there
always are those that procrastinate, underestimate
the extent of work needed, or don’t have the
internal resources to accomplish the task.
Smaller registrants subject to the 2005 compli
ance deadline have fewer internal resources and
may not be qualified to determine or accomplish
with existing personnel what needs to be done to
comply with Section 404.
The SEC’s principles of independence indicate
that “an auditor cannot function in the role of
management [and] an auditor cannot audit his or
her own work.” Additional SEC guidance states
that . .auditors may assist management in docu
menting internal controls...however, we remind
companies and auditors that management cannot

delegate this responsibility to assess its internal
controls over financial reporting to the auditor.”
As a result, both large and small companies
increasingly are turning to external service
providers for internal controls consulting
services and the purchase, installation and
implementation of internal controls documenta
tion systems rather than relying on their exist
ing internal resources and external auditors.

Consider this scenario: You’re one of five
partners in a 40-person CPA firm. Your firm’s
revenue is derived primarily from personal and
business tax services, as well as financial state
ment work (a few audits, reviews and compila
tions), computer consulting services and book
keeping services.

tion received has raised a few questions requiring
evaluation by CPA firm management before
deciding to submit a proposal.
A few of the major questions posed by this
opportunity include:

1. Does the firm have qualified personnel
available to provide SOX 404 services, and
how can the firm make this determination?
•

•

The CFO of a $50-million public company (not a
client) calls and seeks your assistance with SOX
404 compliance. The company recently changed
auditors and the new CPA firm, in doing prelimi
nary audit work, identified several areas for
improvement in internal controls. The CFO
thinks the company has good controls, but
its processes and procedures are decentralized,
informal and poorly documented. He states that
the company is changing some internal computer
systems and the conversions are in various stages.

The CFO asks if you are interested in submit
ting a proposal to assist the company in com
plying with Section 404 and discussing it with
the company’s board of directors in two weeks.
The board wants assurance that the company
will meet SOX requirements before manage
ment and the new auditors have to report on
internal controls in 2005.
You have been responsible for most of your firm’s
financial statement audit and review work and
“feel comfortable” with internal control reviews
and evaluations. Performing this work for a public
company could serve as an entry to a new practice
area that might be very profitable. The informa

•
•

List the SOX 404 consulting services
that might be useful to or requested by the
company.
Define the knowledge, skills and experience a
SOX 404 engagement team will need in order
to deliver the listed services. In addition to
necessary technical skills, engagement team
members will need to be familiar with and
maintain training on the existing requirements
of SOX and related SEC/PCAOB rules and
guidance as well as those issued in the future.
Depending on the scope and nature of a spe
cific engagement, the engagement team will
also need to have “project management”
skills and familiarity with supporting
project management computer software. Any
engagement will require participation by the
client and their external auditor as well as the
engagement team. Managing the timing and
execution of the project will require the
engagement manager to keep all participants
“on track” as to tasks required, deadlines,
current status and estimates of time needed to
complete the engagement.
Identify the people in your firm who have
the requisite skills and experience.
Given the SOX compliance deadlines,
assess the availability of qualified staff to
participate in the engagement.

It should be noted that in performing audits for
existing clients that are small closely held com
panies, local firms generally use substantive test
ing due to the fact that there is not sufficient seg
regation of duties. However, in an engagement to
continued on page rmr 2
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continued from page rmr 1
assist this client in complying with SOX 404
provisions, necessary skills go well beyond
those required to perform substantive testing.
CPA firm personnel should have relevant expe
rience in performing internal auditing services
and the knowledge and skills to analyze,
document, and test internal control systems.
Familiarity with the Committee of Sponsoring
Organizations of the Treadway Commission
(COSO) report on the framework for evaluating
the effectiveness of internal controls is useful
and necessary, but it is not a substitute for the
training and experience needed to perform
review, analysis and testing of internal controls.

2. Is the engagement consistent with the
firm’s business plan, objectives, and overall
position statement?
Providing services to a public company would
be a significant change in this firm’s past client
focus and offered services. Management
needs to consider the impact of providing such
services on the overall direction of the firm and
the associated costs, including hiring, training,
supervision, changes in technology, and insur
ance. Consider whether or not there are suffi
cient opportunities to work on other similar
engagements and if the work is likely to reoccur
in future years. Additionally, evaluate the
resources needed to perform the engagement
and how this will affect the firm’s ability to
meet existing client needs and commitments.
Public companies are “under the gun” to meet
the compliance deadline, and any delays in
performing the requested service can increase
liability risk to the CPA or consulting firm.

3. Is the client company committed to imple
menting and maintaining effective internal
controls?
Smaller companies generally do not have an
extensive internal control infrastructure and
anti-fraud program. Is company management
committed to establishing, maintaining and
monitoring an internal control system to meet
the substance and spirit of the requirements, or
is its goal simply to satisfy regulatory require
ments? Clients that do not take internal control
responsibilities seriously present heightened

liability risk; as the risk of fraud or theft
increases, so does the risk of litigation
involving their professional advisors.
Other matters should be considered in a client
and engagement acceptance review, such as the
stability and qualifications of management and
the financial status of the client. In January 2004
the AICPA published Practice Alert 2003-03,
Acceptance and Continuance of Clients and
Engagements. This Alert includes an outline and
discussion of these and other factors that should
be considered prior to accepting a new client
or engagement.
The initial meeting with the company’s CFO
identified several “red flags” that should be
evaluated in deciding to provide service. These
include the recent change in auditors at the
company, comments of the new audit firm
about needed internal control improvements,
and CFO’s description of the company’s internal
controls as “decentralized, informal, and
poorly documented.”
Determining the scope of services to be per
formed for a client seeking assistance in imple
menting a SOX 404 compliance program is
critical. The scope of services depends on client
needs and available resources. For example, a
CPA may assist the company in planning and
monitoring its compliance project. Other ser
vices could include reviewing, analyzing and
documenting company internal control systems
and processes, advising the company on the
selection and use of “compliance software."
designing an internal audit process, performing
the internal audit function on an outsourced
basis, providing staff to assist the client in test
ing internal controls, or performing an attesta
tion service providing some level of assurance
about the existence, effectiveness and design of
the company’s internal controls.

Effective communication with the client's CFO.
other members of management and the board of
directors is also important. A well written propos
al followed up with a detailed engagement letter
are critical to defining the mutual obligations of
the CPA firm and the client and minimizing the
risk of misunderstandings. Any verbal reports
need to be factual and should not imply that the

scope of the engagement is broader than that
described in the engagement letter.
Since the company’s external auditor will be
reporting on management’s assessment of
internal controls, consultants should be pre
pared to confer with them to determine what
they will require of the client to satisfy their
reporting responsibilities. The consultants
should keep the external auditor informed about
any contemplated changes to internal control
processes or the documentation of same as well
as the expected timing of related projects.

The requirements of Section 404 have been
extensively discussed by legal and accounting
professionals, regulators and finance officers.
Nevertheless, because 2004 and 2005 will be
the initial compliance deadlines, CPA and
consulting firms providing related client services
continued on page rmr 4

Additional Resources
AICPA Sarbanes-Oxley Act/PCAOB
Implementation Central at
www.aicpa.org/sarbanes/index.asp

Institute of Internal Auditors at
www.theiia.org
“Choose the Right Tools for Internal

by Bruce I.
Winters, Journal ofAccountancy,
February, 2004 www.aicpa.org/
pubs/jofa/feb2004/winters.htm
Control Reporting”

Financial Reporting Alert, Internal
Control Reporting — Implementing
Sarbanes-Oxley Section 404

(AICPA

Publication #029200)
Internal Control — Integrated

report of the Committee
of Sponsoring Organizations of the
Treadway Commission (COSO)
(AICPA Publication #99012)
Framework,

Internal Controls: Design and

CPE self study
course available at www.cpa2biz.com

Documentation,

Aon Insurance Services, the national administrator for the AICPA Insurance Programs, is a division of Affinity Insurance Services, Inc.; in California License
#0795465, Minnesota, and Oklahoma. Aon Insurance Services is a division of AIS Affinity Insurance Agency, Inc.; and in New Hampshire and New York, it is a
division of AIS Affinity Insurance Agency. © 2004 Aon Insurance Services. All rights reserved.

These articles should not be construed as legal advice or legal opinions on any factual situation. As legal advice must be tailored to the specific circumstance of
each case, the general information provided herein is not intended to substitute for the advice of professional counsel. CNA does not make any representations,
endorsements, or assurances about information contained on the web sites referred to herein or the accuracy of any information contained on such sites. The
views, statements and materials contained on these web sites are solely those of the owners of the sites.
The statements, analysis and opinions set forth in these articles are solely those of the authors and do not reflect the statements, opinions or analysis of any third
party, including CNA or any of its subsidiary or affiliated companies

Continental Casualty Company, one of the CNA insurance companies, is the underwriter of the AICPA Professional Liability Insurance Program.

CNA is a service mark and trade name registered with the U.S. Patent and Trademark Office. © 2004, Continental Casualty Company. All rights reserved.
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CASE IN POINT: TAX PLANNING AND THE DUTY TO INFORM A CLIENT
The Case

An individual hired a CPA to prepare his U.S.
income tax return. At the initial meeting with the
CPA, the client explained that he was planning to
exercise some incentive stock options. The CPA
discussed with the client several alternative
approaches and the associated tax implications,
but none of the advice was documented in writing.
In October of the same year, the CPA sent a letter
to the client reminding him to schedule an
appointment to discuss year-end tax planning. The
client did not respond. The fee charged by the
CPA for the advice and preparation of the tax
return was less than $1,000.

The following year, the CPA again prepared the
client’s tax returns. In preparing the returns, the
CPA discovered that the client had exercised the
stock options during the prior year but had not
sold the stock prior to year-end. As a result, the
client was subject to the alternative minimum tax
(AMT). When the client learned about the large
amount of tax owed and recognized that he
would not be able to pay the tax liability without
liquidating various assets at a loss, he presented a
claim, alleging that the CPA had a duty to inform
him of the potential for exposure to AMT from
the exercisable stock options and to provide him
with timely notification of the need to consider
this prior to year-end.
The investigation of the claim revealed that the
tax organizer submitted by the client for the
preparation of the initial tax return mentioned
that the client planned to exercise stock options
during the current year. The CPA’s file notes from
the initial meeting with the client were incom
plete and made no mention of AMT. Although
the CPA was adamant that he had discussed the
issue at length with the client and that the client
understood both the exposure to AMT and the
alternative tax approaches proposed, there was no
evidence to support this position.
Additionally, the letter the CPA sent to the
client did not discuss exposure to AMT, but
simply reminded the client of the need to sched
ule an appointment to discuss tax planning.
Given that there was evidence that the CPA was
informed of the client’s intent to exercise the
stock options but no evidence that the client
was informed of either the alternative tax
approaches or the need to act prior to year end
to manage the tax impact of exercising the
options, the case was settled for a portion of the
claimed damages, which consisted of the taxes
on capital gains and the costs incurred in liqui
dating other assets to pay the taxes.
The Point

In this case, the CPA was hired to prepare the
client’s tax returns. In the initial meeting with

the client, however, the CPA provided tax plan
ning advice about the current tax year based
upon information contained in the tax organizer.
The CPA’s notes from the meeting were
sketchy, and the subsequent communication
with the client did not clarify what continuing
responsibilities, if any, the CPA had undertaken
for the client. Additionally, no engagement let
ter was issued delineating the scope of services
being provided.

In yearly meetings with tax return preparation
clients, CPAs often identify clients in need of
tax planning advice. Additionally, clients may
disclose information in tax organizers that indi
cates there is a need for tax planning. In many
situations, these clients are routinely provided
with some level of tax planning advice, which
may or may not be heeded.

TS Section 800 of the Statements on Standards
for Tax Services, Form and Content ofAdvice
to Taxpayers, states:
“Although oral advice may serve a taxpay
er’s needs appropriately in routine matters
or in well-defined areas, written communi
cations are recommended in important,
unusual, or complicated transactions. The
member may use professional judgment
about whether, subsequently, to document
oral advice in writing.”

In this case, a central problem in defending the
claim was the lack of adequate documentation
evidencing the CPA’s discussion with the client
about the exposure to AMT and the tax approach
es discussed. Had the CPA documented the discus
sion more carefully, the claim would have been
more defensible.
Engagement letters serve to establish an under
standing between the CPA firm and the client
about all of the services being provided and are
recommended for use in all engagements. If an
agreed-upon engagement is intended to include
tax planning services as well as the preparation
of tax returns, the engagement letter should
clearly define the scope of tax planning services
to be performed and identify the tax returns to
be prepared. Conversely, if the engagement is
intended to include only the preparation of his
torical tax returns, the engagement letter should
state explicitly that no tax planning services are
being provided, and that this is a service avail
able for an additional fee.
If an engagement is limited to the preparation of
tax returns, in all communications with the
client, the CPA should clearly indicate that tax
planning services are not part of the engage
ment. Alerting clients to the need for tax plan
ning is recommended in tax return preparation
engagements. However, taking the next step

and periodically contacting clients to provide
unsolicited tax planning advice can create
confusion regarding the duties assumed by the
CPA in the client relationship. While many
CPAs routinely contact clients to discuss tax
issues such as estimated quarterly tax payments
or the tax consequences of accelerating or
deferring the payment of business expenses
or employee bonuses, these are in fact tax
planning services relevant to current and future
tax years.
If a tax planning issue is identified in a discus
sion with a client, remember to do the following:
• Clarify that the client understands the issue,
provide recommendations regarding further
tax planning needed, and inform the client of
any date-sensitive tax or accounting activities
to be considered. Additionally, explain that
tax planning services are not part of a tax
return preparation engagement, and indicate
that these services are available for an addi
tional fee. To the extent additional informa
tion or research is needed prior to providing
further advice, inform the client of this.
Document the discussion in your working
paper file.
• Follow up with a letter to the client recap
ping the discussion. If you owe the client
additional information, provide a timeframe
for completing this. If you have recom
mended additional actions by the client,
detail them. Lastly, provide the client with
your recommendation for a follow-up
appointment for further discussion and pro
vide an estimate for additional work
required. Schedule any work owed to the
client and calendar follow-up dates to con
tact the client. Document all further client
discussions and all attempts to contact the
client in the working paper file.
• If the client engages the firm to perform tax
planning services, document the understand
ing in a revised engagement letter to be signed
by the client prior to rendering the services.

Many tax return preparation clients who need tax
planning advice have never been offered the ser
vice and are unaware of the significant tax sav
ings that can be realized through appropriate
planning. In this case, better documentation and
better client communication might have resulted
in additional income from the engagement and
helped to avoid a claim.

By Joseph Wolfe, Director of Risk Management,
CNA, Accountants Professional Liability, CNA
Plaza, Chicago, IL 60685
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need to devote firm resources to stay informed
of new information and regulatory interpretations
issued by the SEC and the PCAOB as they
become available.

new service opportunities and access to new
clients, this must be balanced against the costs
and exposures presented; in the public company
environment, these can be substantial.

any third party, including CNA or any of its sub

The fact that this new service opportunity does
not involve rendering an opinion on a public
company’s financial statements does not mean
the relationship and service are “low risk”.
Management and boards of directors will rely
on work performed to assist them in satisfying
their reporting obligations. If the service is not
rendered timely or is otherwise deficient, or
if the client experiences a significant fraud
or embezzlement, the potential for liability
exposure will exist regardless of the scope
of the engagement.

February, 2004

web sites referred to herein or the accuracy of any

By John McFadden, CPA, CFE, Risk Control
Consulting Director, CNA, Accountants
Professional Liability, CNA Plaza, Chicago,
IL 60685

information contained on such sites. The views,

This article is not, nor should it be construed as
legal advice or opinion. As legal advice must be
tailored to the specific circumstance of each
case, the general information provided herein
is not intended to substitute for the advice of
professional counsel.

In considering SOX-related services, firms
should focus on long-term demand and resource
needs as well as associated risks. While the
need for these services is very real and presents

The statements, analysis and opinions set forth in
this article are solely those of the author and do
not reflect the statements, opinions or analysis of

sidiary or affiliated companies. CNA does not
make any representations, endorsements, or

assurances about information contained on the

statements and materials contained on these web

sites are solely those of the owners of the sites.
Continental Casualty Company, one of the CNA

insurance companies, is the underwriter of the

AICPA Professional Liability Insurance Program.
CNA is a service mark and trade name registered
with the U.S. Patent and Trademark Office.

© 2004, Continental Casualty Company. All

rights reserved.

2004 AICPA PROFESSIONAL LIABILITY INSURANCE PROGRAM
RISK MANAGEMENT TRAINING PROGRAM
Firms insured in the AICPA Professional Liability Insurance Program are offered two alternatives to earn up to a 7.5% premium credit as well as

CPE credits. Firm professionals can attend a live seminar or complete a CD-ROM self-study course including an exam. These presentations are
the fourth generation of specialized risk management training seminars for CPAs.
Live Seminar Schedule — Register now by visiting www.cpai.com/risktraining

June
6/8
6/9
6/10
6/16
6/21
6/23
July

Denver, CO
Albuquerque, NM
Phoenix, AZ
Orlando, FL
Rosemont, IL
Cleveland, OH

7/6
7/8
7/9
7/26

Dayton, OH
Dallas, TX
Houston, TX
Memphis, TN

7/27
7/28
7/29
7/30
August
8/5
8/17
8/18
8/19
8/19
8/20
8/20

Overland Park, KS
St Louis, MO
Indianapolis, IN
Louisville, KY

Maunee, OH
Raleigh, NC
Seattle, WA
Charlotte, NC
Oakland, CA
Woodland Hills, CA
Columbia, SC

8/24
Birmingham, AL
8/25
Atlanta, GA
September

11/18 Pittsburgh, PA
11/19 Falls Church, VA
December

9/2
Chicago, IL
9/24
Oklahoma City, OK
Ft Lauderdale, FL
9/29
November

12/3
TBD

Little Rock, AR

TBD
TBD

Manhattan, NY
Albany, NY

11/2
11/10
11/11
11/12
11/17

Tampa, FL
Norwood, MA
Manchester, NH
Newark, NJ
Philadelphia, PA

Visit www.cpai.com for more information on all of the products and Risk Management Resources!

The Professional and Personal Liability Insurance Programs Committee objective is to assure the availability of liability insurance at reasonable
rates for local firms and to assist them in controlling risk through education. For information about the AICPA Program, call the national admin
istrator, Aon Insurance Services, at (800) 221-3023, write Aon at Aon Insurance Services, 159 East County Line Road, Hatboro, PA 19040-1218,
or visit the AICPA Insurance Programs Web site at www.cpai.com.

AICPA

rmr4

connection with an audit of the financial statements of an issuer

continuedfrom page 2-Audit Quality Center Launched

may be the subject of a PCAOB disciplinary proceeding. In

performance,” said Susan Coffey, Vice President, Audit Quality

addition, the Act provides that any violation of the PCAOB’s rules

and Professional Ethics. “The Center will give members the tools

is to be treated for all purposes in the same manner as a violation of

to adhere to a high standard of quality. It will be a place where

the Securities Exchange Act of 1934, 15 U.S.C. 78a et seq., or the

firms will share best practices, learn about emerging issues, and

rules and regulations issued thereunder, and any person violating

take steps to enhance quality in their practices.”

the PCAOB’s rules “shall be subject to the same penalties, and to

The need for such tools to ensure audit quality is clear in the

the same extent, as for a violation of [the Exchange} Act or such

comment of Ray Roberts, a practitioner based in Carlsbad, New

rules or regulations.”

Mexico, and a member of the PCPS/MAP Executive Committee:

Rules 201, General Standards, and 202, Compliance with

“We are looking forward to a single place where we can get

Standards of the AICPA Code require a member who performs

information about ERISA audits. Being from a rural community,

auditing and other professional services to comply with standards

it is important to us to have the ability to get information or ask

promulgated by bodies designated by AICPA Council. As of the

questions from knowledgeable professionals.”

publication of this article, the AICPA Code designates the ASB as

A dedicated Center Web site at http://www.aicpa.org/

the body authorized to promulgate auditing and attest standards

ebpaqc/homepage.htm, with a single access point to the latest

and procedures. In February 2004, the AICPA’s Board of Directors

developments in employee benefit plan audits, is now available to

unanimously recommended that the AICPA’s Governing Council

those wishing to learn more about the Center and its features.

take the following action at its meeting in May 2004:

•

Designate the PCAOB as a body with the authority to promul
gate auditing and related attestation standards, quality control,
ethics, independence, and other standards relating to the
preparation and issuance of audit reports for issuers.

•

Amend the ASB’s current designation to recognize the ASB as a

body with the authority to promulgate auditing, attestation

and quality control standards relating to the preparation and
issuance of audit reports for non-issuers only.

The end result of this recommendation, if adopted by Council,
is that the AICPA’s Professional Ethics Division will be able to hold

Privacy: A Priority
ublic concern with business privacy policies continues

P

to gain importance. Most CPA firms, as well as many

of their clients, must comply with privacy require

ments, such as those imposed on financial institutions
by the Gramm-Leach-Bliley Act and on health care providers by

the Health Insurance Portability & Accountability Act (HIPPA).

Furthermore, in a recent BusinessWeek article (“Privacy: What

an AICPA member who performs audits of the financial statements

CEOs Need to Know,” April 13, 2004), Jane Black cited the

of issuers accountable under Rules 201— General Standards and

prediction of Brian Tetrick, Ernst & Young’s head of privacy-

202 — Compliance with Standards of the AICPA Code for compli

related services, that the Sarbanes-Oxley Act's requirement that

ance with PCAOB’s auditing and related professional practice

CEOs and chief financial offers certify that their financial houses

standards when performing such audits. Readers should be alert to

are in order could be applied to data privacy and security.

the final resolution of this matter. Until then, AICPA members

In response to requirements—and demands—for privacy

would be held accountable under Rule 501 —Acts Discreditable of

protection, the Institute developed a Privacy Framework and

the AICPA Code.

Criteria to guide members in providing privacy compliance services.
In the May 2002 Practicing CPA, Everett Johnson, who chaired the

Robert Durak, CPA, is Senior Technical Manager, AICPA Accounting

Privacy Task Force initiative, wrote, “Our work is guided by the

and Auditing Publications.

proposition that, because of their expertise in business processes and

controls, CPAs are well positioned to safeguard individuals’ personal
data, which is a valuable asset.” Developed in partnership with the

New! Understanding

Canadian Institute of Chartered Accountants, the framework has

been cited in several major media reports in the U.S. and Canada in

and Implementing Trust
Services

addition to the abovementioned BusinessWeek article.

All the guidance you need for Trust Services

The American Institute of Certified Public Accountants has a par

engagements.
Product number 056510

Format CD-ROM

AICPA Member Price: $139.00

So effective is the framework, BusinessWeek says “. . . a company

doesn't need an army of outsiders to create a privacy framework.
ticularly good privacy outline available for download free of charge
on its Web site.”

The framework can be downloaded from the Institute’s Enterprise
Wide Privacy home page at www.aicpa.org/privacy. To access

BusinessWeek’s recent story, go to http://www.businessweek.com/
technology/content/apr2004/tc20040413_tcl46.htm.
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The Tone at the
Top May Be Tinny
Any company is vulnerable to fraud perpetrated

by various people associated with the company. One
of the vulnerabilities a company faces is lack of

integrity among senior management. Controls over

management andfinancial reporting may be
ignored or overridden, allowing customers, sales,
and company assets to be diverted to other entities

and beneficiaries. Here is a classic case study of
such diversion excerptedfrom the recently updated

CPA’s Handbook of Fraud and Crime

Prevention (New York: AICPA, 2004).

their way through the company to the post of chief executive officer

(CEO). However, the family had become widely dispersed and

many members wanted to dispose of their shareholdings and move
on with other interests. As a consequence, the company and its

subsidiaries were sold to a public company, although the CEO was

asked to remain under a three-year contract. The personal compa
nies of the family members had been excluded from the buyout.

The CEO found the ways of the new owner difficult to accept

and was resistant to the changes in style and procedures. When
certain long-standing customers were told, under the new regime,
that their business was no longer sought (being too small or not

profitable), the CEO was permitted to continue to do business

with them through his personal company. Unfortunately, this

personal company had no printing equipment and supplies. This,
in the eyes of the CEO, merely presented a minor inconvenience.

The CEO instructed staff to undertake the work for his old
customers using company equipment and paper stock. They

objected that they had a backlog of customer orders and could

not divert production capacity away from them. He assured them
that he would see to it that it was all charged to his own

company. When this did not happen, concerned employees came
urchasing, sales, and inventory are, of course,

P

forward to remind him. He dismissed their complaints and,

managed by the administrative personnel and

when they insisted, he dismissed them. In subsequent legal

systems that pay suppliers, collect cash from

action, the story came out.

customers, keep a record of all that goes on and,

Rather than incur his wrath, employees, including some sen
finally, report on the financial affairs of the business. While
not
ior management,
had carried out his instructions. Many of them
exercising hands-on physical control of the assets, these
were compensated based on performance and profitability. The

employees are in positions of influence or control and can

tens of thousands of dollars of work per week now spent on the

manipulate recorded information or cause false information to

family company generated no revenue for the new company and

be recorded to paint a rosier picture than is actually the case.

thus nothing was available for bonuses and other compensation.

The culture of a business is reflected in the personality and

The servicing of existing clients also suffered since employee time

style of senior management and goes a long way to defining the

was misdirected to deal with customers of the family company.

risks and vulnerabilities of the whole enterprise to fraud. Often,

Enough was enough. The employees confronted the shocked

in small and medium manufacturing businesses, the owners and

CEO with the allegation that his behavior was dishonest. He

senior management are one and the same. They may have walked

refused to accept this interpretation of his actions by those he had

the rocky road and fought hard to achieve success and want

treated so badly. “Why, it wasn’t dishonest,” he protested, “It was

everything done their way. Through the use of their intimidating

a privilege of position.”

personalities, unwillingness to share information, or their
neurotic determination to control all processes right down to the

lowest administrative levels, a senior person can make an
ordinary, honest person do improper things.

Administrative and management employees may act dishon

estly in several ways, depending on the position and level of
authority. Such dishonesty may occur in the form of diversion of

customers and sales away from the business to personal compa
nies or to others in return for a financial benefit. Alternatively,
there may be a diversion of company assets away from the

business for use by personal companies or to others in return for a
financial benefit.

Case study: Hot off the press
A medium-sized commercial printer in the Midwest remained

family owned for three generations, with family members working

The Practicing CPA
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The 2004 Supplement to The CPA’s Handbook of Fraud and
Commercial Crime Prevention contains several updates and
features. Among them are a new Chapter 14, Identity Theft and
Corporate Identity Fraud. The authors have updated two computer-related

chapters, Chapter 4, Computer Security and System Recovery, and Chapter
8, Computer Crime, Computer Criminals, and Computer Evidence, to

reflect current practices in fraudprevention. Also updated is “Appendix
A—Fraud Sector-by-Sector” with an expanded Manufacturing to reflect

new developments andfurther discussion ofthis fraud area.
The supplement includes an updated version of the Fraud

Prevention Checklists CD-ROM 2004-2005. Subscribers to the
Handbook receive Report on Fraud, a quarterly newsletter. Formore
information about this product, call the AICPA Member Satisfaction

Team at 1-888-777-7077.

PCPS

•

THE AICPA ALLIANCE FOR CPA FIRMS

Where Can You Find Critical

Management

Update

Tools,

PCPS News

Technical

Updates, 25 CPE Credits and Wayne

Third Annual PCPS/TSCPA National

•

Newton?!? Vegas!

ractitioners’

Symposium

P

will be held June 14—16 at

the Venetian Resort Hotel
and Casino in Las Vegas.

Critical Information
for CPA Firms
CPS is here to help you suc

P

ceed. How? We step back

and look at resources and

firm practitioners.

nership, PCPS and the Texas Society

of

Certified

Public

Accountants

Practitioners’ is the only conference

ing exceptional benchmarking data for
firms of all sizes across the country.

that focuses strictly on the fundamen

Once again, this year’s survey will

tals of being a profitable practitioner.

feature an interactive results report that

addition, attending Practitioners’ fulfills

all of your training needs and 25 CPE
credits at a reasonable cost per hour! Visit

•

Following the success of last year’s part

(TSCPA) are proud to announce the
Last year’s Practitioners’ was a huge
PCPS/TSCPA National MAP Survey
success with CPAs from all over the
for 2004. Last year, more than 3,300
country coming to receive valuable
firms participated in the survey, provid
CPE geared toward local and regional

regulations and think how
The conference covers a wide range
they will impact our members - CPA
of value-added services that have
firms. We bring you up-to-date
one thing in common: They will help
resources and information that shape
your firm to thrive. Topics covered
your practice today and will impact
include developing niche practices,
your business in the future.
performance measures, investment
What can you do now to get ahead
advisory services, technology consulting
of the game? Here are the best tools,
and retirement planning.
sites, information and events available
As always, Practitioners’ is a great
for CPA firms today. Take advantage of
opportunity to network with other CPAs
them. Tell us what you need. We’re
in local and regional firms and to share
here to help you succeed.
and learn best management practices. In

Business Resources

MAP Survey to Launch in June

will allow firm managers to compare

data that is tailored to your firm size,
specialty and region. In addition, CPAs

at the Practitioners’ Symposium can
attend a special session designed to

explore the many ways firm managers
can use the data to make their firms

more profitable.

Watch your e-mail Inbox for more
information on this year’s survey as well
as a glimpse of the many tools and
resources that the survey offers.

*

Tax Section Offer Exclusively for

PCPS Members

Sign Up for the June Medium Finn

www.cpa2biz.com to register. Employees

Since so many PCPS member firms

Network Group Meeting
Did you know that PCPS MAP

at PCPS member firms receive a $100

have strong tax practices, PCPS has

discount on the registration fee.

partnered with the AICPA Tax Section

Network Groups received one of the

*

to offer our members free resources and

highest satisfaction scores among

Oxley 404 Work?
PCPS has partnered with CPA consult

member

benefits

in

our

recent

Membership Survey?

Thinking of Doing Sarbanes-

ant Mike Ramos to create a series of

The MAP Network Group meetings

articles on opportunities created by the

provide a forum for in-depth practice

Sarbanes-Oxley Act, which can help your

management discussions and informa

firm get started in this growing field.

tion exchange on firm operations and

“SOX 404 Consulting: Where to Begin”

professional issues. Each group is

and “SOX Section 404 Compliance: A

tailored to a specific firm size so that

Structured, Comprehensive Approach,”

members can take advantage of the valu

offer local and regional firms blueprints

tools

that

would

otherwise

cost

hundreds of dollars. PCPS Members
can download the 2003 Tax Practice

Guides and Checklists package, tax sec
tion practice management forms,

engagement letters, the Statements on
Standards for Tax Practice, and various

topical practice guides. All of the con
tent is available free from the “Members

able knowledge and experience of peer

for exploring and launching a new SOX

Only”

firms and share their own problems and

404 practice. Visit www.pcps.org and

through July 15.

solutions. The Medium Firm Network

click on “PCPS Resource Center” in the

Unsure how to log in to the

Group (firms with 10-24 CPAs) will

upper right corner of the page, then

“Members Only” section? Call 1 800

section

of

www.pcps.org

meet on June 24 & 25 in New York

click on “Opportunities Created by

CPA FIRM and one of the Firm Practice

City. Visit WWW.pcps.org or call 1-800-

the Sarbanes-Oxley Act of 2002” to

Management staff members will walk

CPA-FIRM to obtain more information.

learn more.

you through the log-in process.
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Auditing
Governmental
Financial
Statements:
Programs and
Practice Aids
In June the AICPA will issue GASB 34-

To help auditors further their understanding, the AICPA has

developed several tools, the newest one of which is a Practice

Aid—Auditing Governmental Financial Statements: Programs and other

practice aids. The Practice Aid contains audit programs that address
the opinion unit concept and the latest AICPA Statements on

Auditing Standards. Following the structure of the Audit Guide,

the Practice Aid has account balance- and transaction class-based
chapters that explain concepts, include internal control question

naires, and suggest substantive audit procedures. It includes an

engagement letter, a management representation letter, and vari
ous confirmation letters, as well as a case study on selecting, eval

uating the results of, and reporting on opinion units, which could
be used as a staff training tool.

Developed by the consultant who assisted the AICPA Task

Force that wrote the Audit Guide, this publication includes a

compliant customizable programs and practice aids

customizable CD-ROM with all of these helpful practice aids, the

on CD-ROM (along with much more), developed

case study, and the Audit Guide’s illustrative auditor’s report. This

by the CPA who helped develop the AICPA

GASB 34 State and Local Government Guide.

allows auditors to download what they need into their

computers and make revisions by customizing and adding data as

needed to fit their governmental engagements.
The Practice Aid is scheduled to be issued in June. To order

any auditors continue to refine both their under

M

standing of GASB Statement No. 34, Basic

the Practice Aid, which is product number 006602, call 888-7777077, or go online to www.cpa2biz.com/store.

Financial Statements—and Management’s Discussion

Other useful AICPA publications on state and local govern

and Analysis—for State and Local Governments and

mental financial statements are Understanding and Implementing

their audit approach and procedures under the provisions
the Financial Reporting Model Revised Edition: A Question
GASB'sofNew

GASB 34 version of the AICPA Audit and Accounting Guide Audits

and Answer Guide for Preparers and Auditors of State and Local

ofState and Local Governments. That Statement and Guide have intro

Governmental Financial Statements (product no. 022516) and

duced many new governmental reporting and auditing concepts,

Applying 0CB0A in State and Local Governmental Financial

among them the MD&A, major funds, and opinion units.

Statements (product no.006614).
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